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GAIL (India) Ltd

Q1 misses mark; gas transmission to drive growth

Oil & Gas Sharekhan code: GAIL
Reco/View: Buy © CMP: Rs. 119 Price Target: Rs. 135 N
N Upgrade € Maintain /' Downgrade

Summary

+ Standalone PAT of Rs. 1,412 crore (up 134% g-0-q) was 31% below our estimate due to continued losses in
the petchem segment, miss in LPG-LHC earnings, lower other income and higher interest costs.

+ Gas transmission EBITDA grew strongly by 4.6x g-o-q to Rs. 1,351 crore, reflecting a 7.5% qg-o0-q rise in
gas transmission volume and benefit of tariff revision. Gas marketing EBITDA at Rs. 1,103 crore (up 1.9x
g-0-q) was supported by better margins. The petchem segment was hit by lower HDPE prices; LPG-LHC
segment witnessed recovery but missed estimate.

+ Potential higher tariff and strong volume guidance (123 mmscmd/138-140 mmscmd by end-FY24/FY26)
would drive sustained healthy growth for gas transmission business while gas marketing EBITDA
guidance of Rs. 3,500 crore is encouraging. Petchem may take time for complete turnaround given
subdued petchem prices.

+ We maintain a Buy on GAIL with a revised SoTP-based PT of Rs. 135 (reflects higher value for gas
transmission). Valuation of 6.5x FY25E EV/EBITDA is at steep discount to historical average of 8.4x and
stock offers a healthy dividend yield of 4-5%.

Q1FY24 standalone operating profit/PAT of Rs. 2,433 crore/Rs. 1,412 crore, up 8x/134%
q-o-q was 23%/31% below our estimate due to continued EBITDA loss of Rs. 173 crore from
the petchem segment, a miss in LPG-LHC EBITDA, lower other income and higher interest
costs. Gas transmission/gas trading segment posted strong recovery on sequential basis
with EBITDA of Rs. 1,351 crore/Rs. 1,103 crore, up 4.6x/1.9x q-o-q. We highlight here that the
gas transmission segment faced an impact of Rs. 172 crore on account of extra fuel costs
and a Rs. 66 crore arbitration provision and both the cost are not expected to continue from
Q2FY24. Volume performance was strong with a rise of 7.5%/2.5%/35.6%/7.4% q-o-q in gas
transmission/gas marketing/petchem/LPG-LHC volumes to 116 mmscmd/99 mmscmd/160
mmt/247 mmt.

Key positives

+ Sharp g-o-q rise in gas transmission/gas trading EBITDA.

+ Strong volume across segments.

Key negatives

+ Petchem segment continued to post EBITDA loss.

Management Commentary

¢ Gas transmission volume guidance is at 123 mmscmd for FY24 and the company expects

a further rise to 138-140 mmscmd by F26. It has submitted review of Rs. 58.61/ mmBtu tariff
approved by PNGRB vs. tariff of Rs. 68.6/mmBtu submitted by GAIL.

+ Fuel costs for gas transmission to reduce from Q1FY24 levels of $16.6/mmBtu but would
remain flat y-o-y for FY24.

+ Maintained gas trading EBITDA guidance of Rs. 3500 crore for FY24.

+ Petchem to witness g-o-q improvement as volume ramp-up to help better absorption of fixed
and LNG cost for petchem segment to also come down from Q1FY24 level of $13/mmBtu.

¢ FY24 capex guidance of Rs. 9,000-10,000 crore. Q1FY24 capex stood at Rs. 2,400 crore.

Revision in estimates: We have lowered our FY24 earnings estimate by 7% to factor in lower
petchem/LPG price and fine-tuned our FY25 earnings estimate.

Our Call

Valuation — Maintain Buy on GAIL with a revised SoTP-based PT of Rs. 135: We expect GAIL
to post earnings recovery across business segments in FY24 supported by stabilising global
LNG supplies and prices. Valuation of 6.5x FY25E EV/EBITDA is reasonable given a steep
discount of 22% as compared to the historical average of 8.4x and expectation of a strong
earnings recovery and a healthy dividend yield of “4-5% on FY24E EPS. Hence, we maintain a
Buy rating on GAIL with a revised SoTP-based PT of Rs. 135 (increase reflects higher value for
gas transmission business).

Key Risks

1) LNG supply concerns and lower-than-expected ramp-up of domestic gas supply could impact
volume for gas transmission/marketing/petchem utilisation, 2) A sharp decline in LNG prices and
international oil prices could impact profitability of gas trading, petrochemical, and LPG-LHC
segments and 3) Sustained losses in petchem segment in case of volatility in HDPE and spot
LNG prices.

Valuation (Standalone) Rs cr
Revenue 91,626 1,44,250 1,38,499 1,50,337
OPM (%) 151 4.6 8.6 9.2
Adjusted PAT 10,364 5,302 8,871 10,156
% YoY growth m.9 -48.8 67.3 14.5
Adjusted EPS (Rs.) 15.8 81 13.5 15.4
P/E (x) 75 14.8 8.8 77
P/B (x) 1.4 14 13 12
EV/EBITDA (x) 6.0 13.8 7.4 6.5
RONW (%) 20.3 9.5 15.2 15.9
RoCE (%) 20.3 8.9 141 15.0
Source: Company; Sharekhan estimates
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Q1 earnings miss estimate on petchem loss & miss in LPG-LHC earnings

Q1FY24 standalone operating profit/PAT of Rs. 2,433 crore/Rs. 1,412 crore, up 8x/134% qg-o0-q 23%/31% below
our estimate due to continued EBITDA losses of Rs. 173 crore from petchem segment, miss in LPG-LHC EBITDA,
lower other income and higher interest costs. The petchem segment’s profitability was hit by a decline of Rs.
8000/tonne g-o-q in realisation which mean negative margin at gas cost of $13/mmBtu and offset benefit of
volume recovery (utilisation of 75% as compared to 67% in Q4FY23 and sales volume growth of 37% g-o-q to
162kt). LPG-LHC segment EBITDA recovery of 54% g-o-q to Rs. 225 crore was also below expectation due to
fall in international LPF price while volume stood at 247kt (up 7.4% g-o-q). Gas transmission EBITDA was up
strongly by 4.6x g-o-q to Rs. 1351 crore supported by higher tariff of Rs. 58.61/mmBtu and gas transmission
volume of 7.5% g-o-q to 116 mmscmd (marginally above estimate of 115 mmscmd). Gas trading EBITDA also
grew by 1.9x g-o-q to Rs. 1,103 crore led by higher marketing margin and volume growth of 2.5% g-o0-q to 99
mmscmd. The improved volume for gas transmission/gas marketing/petchem was led by resumption of gas
supply from its one its Russian suppliers.

Q1FY24 earnings conference call highlights

¢ Gas transmission outlook: GAIL guided that natural gas transmission volume to increase by 6-7% and reach
~123 mmscmd by end-FY24 and further increase to 138-140 mmscmd by FY26. Fuel cost for gas transmission
business expected to reduce from the Q1FY24 level of $16.6/mmBtu (as it had impact of carryover of high-
cost gas at $40/mmbtu) but would remain at $12/mmBtu (flat y-o-y) for FY24. Fuel consumption was at
1.3-1.4 mmscmd and out of that 0.4 mmscmd is from domestic gas. GAIL has submitted a review of the Rs.
58.61/ mmBtu tariff approved by PNGRB as compared to tariff of Rs. 68.6/mmBtu submitted by GAIL. The
company has a benefit of YRs. 660 crore from increase in integrated transmission tariff to Rs. 58.61/mmBtu.

¢+ Gas marketing outlook: The maintained its guidance of Rs. 3500 crore of EBITDA from gas marketing
business for FY24 given normalising global LNG supply.

¢ Petchem outlook: The management indicated that performance of petchem segment would improve g-o-q
over Q2FY24-Q4FY?24 but refrained to give any specific guidance given volatile HDPE prices. The company
highlighted that the petchem business would be break-even at current petchem price and delivered LNG
price of $10/mmBtu. Q1FY24 average LNG prices for petchem segment was at $13/mmBtu.

* Q1FY24 one-offs. Transmission one-offs were at Rs. 238 crore in Q1FY24 which included - Rs. 172 crore on
account of extra fuel cost and Rs. 66 crore arbitration provision.

¢ Capex guidance: The management guided for capex of Rs. 9,000-10,000 crore for FY24. Break-up —
Pipeline/petchem/operational/CGD/equity investment at Rs. 4,000 crore/Rs. 3,200 crore/Rs. 700 crore/Rs.
200 crore/Rs. 350 crore. GAIL had spent Rs. 9100 crore on capex in FY24.

+ Key project updates: For the Mumbai-Nagpur Jharsuguda Pipeline the Mumbai- Nagpur section comprising
of 698 Km is expected to be completed by December 2023. Jagdishpur-Haldia-Bokaro-Dhamra pipeline
2,550 km out of 3,291 Km has been commissioned while remaining portion is expected to be completed by
June 2024.

¢ GAIL CGD business: Gail has an infrastructure of 154 CNG stations and 2.7 Lakh D-PNG connections.
Q1FY24 gas sales volumes stood at 0.3 mmscmd. The company stated that the target for the next two
years is 100 CNG stations and 2 lakh D-PNG stations.

¢ GAIL Gas: Q1FY24 revenues/PAT stood at Rs. 2,192 crore/Rs. 76 crore versus Rs. 2522 crore/Rs. 67 crore in
Q4FY23. The gas sales volume remained largely flat g-o-q at 5.3 mmscmd. GAIL Gas (along with JVs and
subsidiaries) has 456 CNG stations and 8.7 lakh D-PNG connections. GAIL is evaluating for monetization
of CGD assets.
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Results (standalone) Rs cr
Particulars Q1FY24 Q1FY23 YoY (%) ‘ Q4FY23 QoQ (%)
Revenues 32,212 37,562 -14.2 32,843 -1.9
Total Expenditure 29,779 33,197 -10.3 32,536 -8.5
Operating profit 2,433 4,366 -44.3 307 692.0
Other Income 268 180 48.9 1,017 -73.7
Interest 176 48 265.4 90 947
Depreciation 636 603 54 643 -1
PBT 1,889 3,894 -51.5 591 219.6
Tax 477 979 -51.3 -13 NA
Reported PAT 1,412 2,915 -51.6 604 134.0

Equity Cap (cr) 658 658 658

Reported EPS (Rs.) 21 4.4 -51.6 0.9 134.0
Margins (%) BPS BPS
OPM 7.6 1.6 -407 0.9 662
Tax rate 25.2 251 10 -21 2738
NPM 4.4 7.8 -338 1.8 255

Source: Company, Sharekhan Research

Segmental EBITDA Rs cr
Particulars | QIFY24 QIFY23 | YoY (%) | Q4FY23| QoQ (%)
Natural gas transmission 1,351 1,090 23.9 297 354.9
LPG transmission 96 100 -4.0 97 -1.0
Natural gas trading 1103 2,402 -54.1 576 91.5
Petrochemicals -173 169 NA -257 NA
LPG and Liquid hydrocarbons 225 663 -66.1 146 541
Others 98 121 -19.0 465 -78.9
Total EBITDA 2,700 4,545 -40.6 1,324 103.9

Source: Company, Sharekhan Research

Segment-wise volume performance Rs cr
Segmental volumes | QIFY24 QIFY23) YoY (%) | Q4FY23 | QoQ (%)
Natural gas transmission (mmscmd) 16 109 6.3 108 7
LPG transmission (kmt) 1,073 1,055 17 1,079 -0.6
Natural gas trading (mmscmd) 99 101 -2.0 96 25
Petrochemicals (kmt) 160 109 46.8 18 356
LPG and Liquid hydrocarbons (kmt) 247 220 12.3 230 7.4

Source: Company, Sharekhan Research
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Outlook and Valuation

B Sector view - Regulatory push to drive gas demand, volatile spot LNG/LPG/HDPE price a near term
concern

Long-term growth outlook for gas transmission volumes of gas utilities remains intact supported by robust gas
demand outlook driven by: 1) Higher demand from power, CGD, and fertiliser sectors and 2) Regulatory push
for a shift to gas from polluting industrial/automobile fuels. In addition, the recent revision in gas pipeline tariff
norms by the regulator bodes well for higher transmission tariff going forward. However, volatile spot LNG/
LPG/HDPE price remains key concern for profitability of commodity business (like gas trading, petrochemical
and LPG) under pressure.

B Company outlook - Improving earnings outlook as gas supply concern eases

After a dismal show in FY23, we expect GAILs earnings to witness a strong recovery in FY24 supported by
an improving outlook across its business segments. Gas transmission would benefit from higher tariff/volume;
petchem to turnaround on improved LNG supply and lower gas cost while LPG-LPG margin to improve from
the APM gas price cap. Management expects trading EBITDA of Rs. 3,500 crore annually. Overall, we expect
67% y-o-y PAT growth for GAIL in FY24

B Valuation - Maintain Buy on GAIL with a revised SoTP-based PT of Rs. 135

We expect GAIL to post earnings recovery across business segments in FY24 supported by stabilising global
LNG supplies and prices. Valuation of 6.5x FY25E EV/EBITDA is reasonable given a steep discount of 22%
as compared to the historical average of 8.4x and expectation of a strong earnings recovery and a healthy
dividend yield of “4-5% on FY24E EPS. Hence, we maintain a Buy rating on GAIL with a revised SoTP-based PT
of Rs. 135 (increase reflects higher value for gas transmission business).

One-year forward EV/EBITDA (x) band
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About company

GAIL is a dominant domestic gas utility company primarily engaged in gas transmission and marketing
businesses. The company owns 14,617 km of gas pipelines and markets two-third of gas sold in India. GAIL
also owns and operates gas-based petrochemical plants with a capacity of 880 ktpa and LPG-LHC production
facilities. The company also holds a substantial interest in the city gas distribution (CGD) business with stakes
in CGD companies or through subsidiaries. GAIL also owns LNG import terminals.

Investment theme

Strong long-term gas demand supported by a favourable regulatory environment and improving gas supplies
(through upcoming LNG terminals and higher domestic gas production) bode well for improvement in GAILs
gas transmission volumes in the next 2-3 years. We expect GAILs earnings to witness a strong recovery in
FY24 supported by an improving outlook across its business segments given the normalization of global LNG
supply and prices. GAILs valuation is attractive and stock offers healthy divided yield.

Key Risks

¢ Continued LNG supply concern and lower-than-expected ramp-up of domestic gas supply could impact
volume for gas transmission/marketing/petchem utilization,

+ AsharpdeclineinLNGprice andinternationaloil prices could affect profitability of gastrading, petrochemical,
and LPG-LHC segments.

¢ Sustained losses in petchem segment in case of volatility in spot LNG and HDPE price.

Additional Data

Key management personnel

Sandeep Kumar Gupta Chairman and MD
Rakesh Kumar Jain Director (Finance)
M.V. lyer Director (Marketing)
Source: Company

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Life Insurance Corp of India 81
2 SBI Funds Management Ltd 2.52
3 Indian Oil Corp Ltd 2.48
4 HDFC Asset Management Co Ltd 1.9
5 Vanguard Group Inc/The 175
6 BlackRock Inc 115
7 Norges Bank 0.92
8 ICICI Prudential Asset Management 0.8
9 FMR LLC 0.63
10 Dimensional Fund Advisors LP 0.62

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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This information/document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity to which it is
addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation and any review, retransmission,
or any other use is strictly prohibited. This information/ document is subject to changes without prior notice.

Recommendation in reports based on technical and derivatives analysis is based on studying charts of a stock’s price movement, trading volume,
outstanding positions, as opposed to focusing on a company’s fundamentals and as such, may not match with a report on a company’s fundamentals.
However, this would only apply for information/document focused on technical and derivatives research and shall not apply to reports/documents/
information focused on fundamental research.

This information/document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may receive this report at the
same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this information/report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN has notindependently
verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While we would endeavour to update the
information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies, their directors and employees (“SHAREKHAN and
affiliates”) are under no obligation to update or keep the information current. Also, there may be regulatory, compliance, or other reasons that may
prevent SHAREKHAN and affiliates from doing so. This document is prepared for assistance only and is not intended to be and must not alone be
taken as the basis for an investment decision. Recipients of this report should also be aware that past performance is not necessarily a guide to future
performance and value of investments can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this
document should make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
referred to in this document (including the merits and risks involved) and should consult its own advisors to determine the merits and risks of such an
investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to advise you as to any change of
our views. Affiliates of Sharekhan may have issued other recommendations/ reports that are inconsistent with and reach different conclusions from the
information presented in this recommendations/report.

This information/recommendation/report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation or
which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities described herein may
or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession this document may come are required
to inform themselves of and to observe such restriction.

The analyst certifies that the analyst might have dealt or traded directly or indirectly in securities of the company and that all the views expressed in
this document accurately reflect his or her personal views about the subject company or companies and its or their securities and do not necessarily
reflect those of SHAREKHAN. The analyst and SHAREKHAN further certifies that either he or his relatives or Sharekhan associates might have direct
or indirect financial interest or might have actual or beneficial ownership of 1% or more in the securities of the company at the end of the month
immediately preceding the date of publication of the research report. The analyst and SHAREKHAN encourages independence in research report/
material preparation and strives to minimize conflict in preparation of research report. The analyst and SHAREKHAN does not have any material conflict
of interest or has not served as officer, director or employee or engaged in market making activity of the company. The analyst and SHAREKHAN has not
been a part of the team which has managed or co-managed the public offerings of the company, and no part of the analyst’s compensation was, is or
will be, directly or indirectly related to specific recommendations or views expressed in this document. Sharekhan Ltd or its associates or analysts have
not received any compensation for investment banking, merchant banking, brokerage services or any compensation or other benefits from the subject
company or from third party in the past twelve months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make market, act as
principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested in any of the securities or related
securities referred to in this report and they may have used the information set forth herein before publication. SHAREKHAN may from time to time
solicit from, or perform investment banking, or other services for, any company mentioned herein. Without limiting any of the foregoing, in no event shall
SHAREKHAN, any of its affiliates or any third party involved in, or related to, computing or compiling the information have any liability for any damages
of any kind.

Forward-looking statements (if any) are provided to allow potential investors the opportunity to understand management’s beliefs and opinions in
respect of the future so that they may use such beliefs and opinions as one factor in evaluating an investment. These statements are not a guarantee
of future performance and undue reliance should not be placed on them. Such forward-looking statements necessarily involve known and unknown
risks and uncertainties, which may cause actual performance and financial results in future periods to differ materially from any projections of future
performance or result expressed or implied by such forward-looking statements. Sharekhan/its affiliates undertakes no obligation to update forward-
looking statements if circumstances or management’s estimates or opinions should change except as required by applicable securities laws. The reader/
investors are cautioned not to place undue reliance on forward-looking statements and use their independent judgement before taking any investment
decision.

Investment in securities market are subject to market risks, read all the related documents carefully before investing. The securities quoted are for
illustration only and are not recommendatory. Registration granted by SEBI, and certification from NISM in no way guarantee performance of the
intermediary or provide any assurance of returns to investors.

Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com
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